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Lecture 1 Introduction to Financial Accounting
( Financial Statements)

1.1 Financial Accounting

Accounting is often described as a service activity. Its function is to provide quantitative
information, primarily financial in nature, about economic entities. The scope of accounting
includes first identifying economic events, then measuring, recording, summarizing, and reporting
the information to users. Accounting includes the analysis and interpretation of accounting
information intended to be used by both external and internal users in making economic decisions.

Accounting information is needed to answer day-to-day questions about business operations.
The primary users of accounting information are investors and managers, but creditors,
government, labour unions, and the general public also use accounting information. Financial
statements report accounting information that provides answers to questions about resources,
earning prospects, expected cash collections, expenses to be incurred, debt-paying ability, tax

collection, and negotiating wage agreements.

1.2 GAAP

Generally Accepted Accounting Principles ( GAAP) are a common set of guidelines
(standards) used by accountants in reporting economic events,

The Securities and Exchange Commission (SEC) is an independent regulatory agency of the
United States government. The SEC has the legal power to enforce the form and content of

financial statements of corporations that wish to sell securities to the public.
The Financial Accounting Standards Board (FASB) has been granted the power from the SEC
to establish GAAP.

1.3 Financial Statement

Financial statement is an end product of the accounting process. They are used to fulfill the
function of accounting—to provide quantitative information useful for decision making. Financial

statements are also used for external reporting and for internal management.
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The primary users of financial information are shareholders, creditors, and financial analysts,

B

Secondary users include the public, standard setters, government regulatory agencies, employees,
customers, suppliers, industry groups, labour umions, other companies, and academic
researchers. The primary users are interested in financial information to decide on resource

allocation and to assess management stewardship.

1.3.1 Income Statement

The income statement conveys a concise picture of profitability ( net income or net loss) for a
period of time, such as a month, a quarter, or a year. Net income or net loss can be determined by
the following formula;

Net income (Net loss) = Revenues - Expenses

Revenues are inflows of cash or other properties in exchange for goods or services provided to
customers as part of the central operations of the business. Examples of revenues include sales,
rents earned, dividends received, and interest earned. Do not confuse “income” with * revenue”.
Income is the amount remaining after deducting expenses from revenues.

Expenses represent goods and services consumed in operating a business or other economic

units. Examples of expenses include salaries, telephoune, advertising, and rent.
1.3.2 Statement of Retained Earnings

A corporation prepares the statement of retained eamings to detail the changes in the retained
earnings account. This statement is parallel to the statement of owner’s equity prepared for a sole
proprietorship. On the statement of retained earnings, net income is added to the opening retained
earnings account balance to obtain the closing balance. This closing balance is then used in the

preparation of the shareholders’ equity section on a corporate balance sheet.
1.3. 3 Balance Sheet ( Statement of Financial Position)

The balance sheet ( sometimes called the statement of financial position) conveys a concise
picture of financial position (assets, liabilities and owner’s equity) at a specific date. Notice that
the balance sheet date is a specific date, while the date for both the income statement and
statement of owner’s equity uses a period of time. The balance sheet shows that assets equal the

sum of liabilities and owner’s equity.
1.3.4 Statement of Owner's Equity

The statement of owner’s equity summarizes the changes in the owner's capital over a period of
time for a sole proprietorship. Owner’s capital changes because of owner investments (that cause
capital to increase ), net income (that also causes capital to increase) , and owner withdrawals
( that cause capital to decrease). Many companies prepare a stockholders’ equity statement. This

statement shows the changes in each stockholders’ equity account and in total that have occurred
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during the year. When this statement is presented, a retained earnings statement is not necessary.
1.3.5 Cash Flow Statement
Illustration

Financial statements and
their interrelationships

SOFTBYTE INC.

Income Statement
For the Month Ended September 30, 2008

Revenues

HELPFUL HINT o, e
The headil']g of each Salaries expense $ 900
statement identifies the Rent expense 600
company, the type of Advertising expense 250
statement, and the Utilities expense 200
specific date or time Total expenses 1.950
period covered by the Netincome $2.,750

statement.

For the =]
HELPFUL HINT Retained earnings, September 1 $ 0

The four financial state- Add: Net income <«
5 2,750

menls are prepared in . 2,750

the sequence shown, for Less: Dividends 1.300

the following reasons: Retained earnings, September 30 1.450

* Net ipcnmﬂ if' com- BYTE INC.

puted first and is h

needed to determine

the ending balance in

retained earnings. Assets
- The ending balance in Cash ; $ 8,050
retained earnings is Accounts receivable 1,400 (2
needed in preparing ‘H‘”P{’l“’”” 1,600
the balance sheet. hqm{:menl . L.000
; otal assets $ 18,050
+ The cash shown on 2ot
the balance sheet is Liabilities and Stockholders’ Equity
needed in preparing AR
the statement of cash Accounts payable $ 1.600
flows. Stockholders’ equity
Common stock $ 15,000
Retained earnings 1.450 -

Total liabilities and stockholders’ equity

(35 SOFTBYTE INC.

Statement of Cash Fl

Forthe Month Ended Septem

HELPFUL HINT

; Cash flows from operaling activites
Note that final sums are I B¢

) Cash receipts from revenues $3.300
double-underlined, and Cash payments for expenses (1.950)
negative amounts are Net cash provided by operating activites 1.350
presented in parentheses Cash flows from investing aclivities

Purchase of equipment (7,000)
Cash flows from financing activites
Sale of common stock $ 15,000
Payment of cash dividends (1.300) 13.700
Net increase in cash 8,050
Cash at the beginning of the period _ 0
L—» Cash at the end of the period $ 8.050

The cash flow statement summarizes cash inflows and outflows in three groups: operating
activities, investing activities and financing activities. Notice that the cash balance reported at the
end of the period on the cash flow statement is the same amount as reported on the balance sheet.

The cash flow statement answers questions that are not obvious from the balance sheet or the |



